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loss shall be a net operating loss
carryback to each of the 10 taxable
years preceding the loss year.

(2) Years to which loss may be carried.
A product liability loss shall first be
carried to the earliest of the taxable
years to which such loss is allowable as
a carryback and shall then be carried
to the next earliest of such taxable
years, etc.

(3) Example. The application of this
paragraph may be illustrated as fol-
lows:

Example. Taxpayer A incurs a net operat-
ing loss for taxable year 1980 of $80,000, of
which $60,000 is a product liability loss. A’s
taxable income for each of the 10 years im-
mediately preceding taxable year 1980 was
$5,000. The product liability loss of $60,000 is
first carried back to the 10th through the 4th
preceding taxable years ($5,000 per year),
thus offsetting $35,000 of the loss. The re-
maining $25,000 of product liability loss is
added to the remaining portion of the total
net operating loss for taxable year 1980
which was not a product liability loss
($20,000), and the total is then carried back
to the 3rd through 1st years preceding tax-
able year 1980, which offsets $15,000 of this
loss. The remaining loss ($30,000) is carried
forward pursuant to section 172(b)(1) and the
regulations thereunder without regard to
whether all or any portion thereof originated
as a product liability loss.

(b) Definitions—(1) Product liability
loss. The term product liability loss
means, for any taxable year, the lesser
of—

(i) The net operating loss for the cur-
rent taxable year (not including the
portion of such net operating loss at-
tributable to foreign expropriation
losses, as defined in § 1.172–11), or

(ii) The total of the amounts allow-
able as deductions under sections 162
and 165 directly attributable to—

(A) Product liability (as defined in
paragraph (b)(2) of this section), and

(B) Expenses (including settlement
payments) incurred in connection with
the investigation or settlement of or
opposition to claims against the tax-
payer on account of alleged product li-
ability.
Indirect corporate expense, or over-
head, is not to be allocated to product
liability claims so as to become a prod-
uct liability loss.

(2) Product liability. (i) The term prod-
uct liability means the liability of a tax-
payer for damages resulting from phys-

ical injury or emotional harm to indi-
viduals, or damage to or loss of the use
of property, on account of any defect in
any product which is manufactured,
leased, or sold by the taxpayer. The
preceding sentence applies only to the
extent that the injury, harm, or dam-
age occurs after the taxpayer has com-
pleted or terminated operations with
respect to the product, including, but
not limited to the manufacture, instal-
lation, delivery, or testing of the prod-
uct, and has relinquished possession of
such product.

(ii) The term product liability does not
include liabilities arising under war-
ranty theories relating to repair or re-
placement of the property that are es-
sentially contract liabilities. For ex-
ample, the costs incurred by a taxpayer
in repairing or replacing defective
products under the terms of a war-
ranty, express or implied, are not prod-
uct liability losses. On the other hand,
the taxpayer’s liability for damage
done to other property or for harm
done to persons that is attributable to
a defective product may be product li-
ability losses regardless of whether the
claim sounds in tort or contract. Fur-
ther, liability incurred as a result of
services performed by a taxpayer is not
product liability. For purposes of the
preceding sentence, where both a prod-
uct and services are integral parts of a
transaction, product liability does not
arise until all operations with respect
to the product are completed and the
taxpayer has relinquished possession of
it. On the other hand, any liability
that arises after completion of the ini-
tial delivery, installation, servicing,
testing, etc., is considered ‘‘product li-
ability’’ even if such liability arises
during the subsequent servicing of the
product pursuant to a service agree-
ment or otherwise.

(iii) Liability for injury, harm, or
damage due to a defective product as
described in this subparagraph shall be
‘‘product liability’’ notwithstanding
that the liability is not considered
product liability under the law of the
State in which such liability arose.

(iv) Amounts paid for insurance
against product liability risks are not
paid on account of product liability.

(v) Notwithstanding subparagraph
(iv), an amount is paid on account of
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